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The Governor of California
President pro Tempore of the Senate
Speaker of the Assembly

State Capitol

Sacramento, California 95814

Dear Governor and Legislative Leaders:

As required by California Government Code, Section 8546 et seq., the Bureau of State Audits
presents its audit report concerning our review of the State of California’s internal controls and
compliance with state and federal laws and regulations for the year ended June 30, 2008.

This report concludes that the State did not materially comply with certain requirements for
20 of the 39 federal programs or clusters of programs we audited. Additionally, we were unable to
obtain sufficient documentation to determine whether the State complied with relevant federal
requirements for nine programs or clusters of programs. Further, the State continues to experience
certain deficiencies in its accounting and administrative practices that affect its internal controls
over financial reporting and over compliance with federal requirements. Although none of the
deficiencies we identified are material to the State’s financial statements, deficiencies in the
State’s internal control system could adversely affect its ability to provide accurate financial
information and to administer federal programs in compliance with applicable requirements.

Respectfully submitted,

ELAINE M. HOWLE, CPA
State Auditor
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Independent Auditor’s Report on Internal Control Over Financial Reporting and
on Compliance and Other Matters Based on an Audit of Financial Statements
Performed in Accordance With Government Auditing Standards

The Governor and the Legislature of the State of California

We have audited the financial statements of the governmental activities, the business-type
activities, the aggregate discretely presented component units, each major fund, and the
aggregate remaining fund information of the State of California as of and for the year ended
June 30, 2008, which collectively comprise the State of California’s basic financial statements,
and have issued our report thereon dated February 25, 2009. Our report was modified to include
a reference to other auditors. We conducted our audit in accordance with auditing standards
generally accepted in the United States of America and the standards applicable to financial
audits contained in Government Auditing Standards, issued by the Comptroller General of the
United States. As described in our report on the State of California’s financial statements, other
auditors audited the financial statements of the following:

Government-wide Financial Statements

+ Certain enterprise funds that, in the aggregate, represent 86 percent, 53 percent, and
56 percent, respectively, of the assets, net assets and revenues of the business-type activities.

+ The University of California, State Compensation Insurance Fund, California Housing
Finance Agency, Public Employees’ Benefits, and certain other funds that, in the aggregate,
represent over 99 percent of the assets, net assets and revenues of the discretely presented
component units.

Fund Financial Statements

+ The following major enterprise funds: Electric Power fund, Water Resources fund, Public
Building Construction fund, and State Lottery fund.

+ Certain nonmajor enterprise funds that represent 90 percent, 81 percent, and 88 percent,
respectively, of the assets, net assets and revenues of the nonmajor enterprise funds.

+ The funds of the Public Employees’ Retirement System and the State Teachers’ Retirement
System that, in the aggregate, represent 91 percent, 93 percent, and 12 percent, respectively, of
the assets, net assets and additions of the fiduciary funds and similar component units.

« The discretely presented component units noted above.

This report does not include the results of the other auditors’ testing of internal control
over financial reporting or compliance and other matters that are reported on separately by
those auditors.

Internal Control Over Financial Reporting

In planning and performing our audit, we considered the State of California’s internal control
over financial reporting as a basis for designing our auditing procedures for the purpose of
expressing our opinion on the financial statements, but not for the purpose of expressing
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an opinion on the effectiveness of the State of California’s internal control over financial reporting.
Accordingly, we do not express an opinion on the effectiveness of the State of California’s internal
control over financial reporting.

Our consideration of internal control over financial reporting was for the limited purpose described

in the preceding paragraph and would not necessarily identify all deficiencies in internal control over
financial reporting that might be significant deficiencies or material weaknesses. However, as discussed
below, we identified certain deficiencies in internal control over financial reporting that we consider to
be significant deficiencies.

A control deficiency exists when the design or operation of a control does not allow management

or employees, in the normal course of performing their assigned functions, to prevent or detect
misstatements on a timely basis. A significant deficiency is a control deficiency, or combination of
control deficiencies, that adversely affects the entity’s ability to initiate, authorize, record, process, or
report financial data reliably in accordance with generally accepted accounting principles such that
there is more than a remote likelihood that a misstatement of the entity’s financial statements that

is more than inconsequential will not be prevented or detected by the entity’s internal control. We
consider the deficiencies with item numbers 2008-15-1, 2008-15-2, 2008-15-3, 2008-15-4, 2008-15-5,
2008-15-6, and 2008-15-7 described in the accompanying schedule of findings and questioned costs to
be significant deficiencies in internal control over financial reporting.

A material weakness is a significant deficiency, or combination of significant deficiencies, that results
in more than a remote likelihood that a material misstatement of the financial statements will not

be prevented or detected by the entity’s internal control. Our consideration of the internal control
over financial reporting was for the limited purpose described in the first paragraph of this section
and would not necessarily identify all deficiencies in the internal control that might be significant
deficiencies and, accordingly, would not necessarily disclose all significant deficiencies that are also
considered to be material weaknesses. However, we believe that none of the significant deficiencies
described above are a material weakness.

Compliance and Other Matters

As part of obtaining reasonable assurance about whether the State of California’s financial statements
are free of material misstatement, we performed tests of its compliance with certain provisions of

laws, regulations, contracts, and grant agreements, noncompliance with which could have a direct and
material effect on the determination of financial statement amounts. However, providing an opinion on
compliance with those provisions was not an objective of our audit, and accordingly, we do not express
such an opinion. The results of our tests disclosed no instances of noncompliance or other matters that
are required to be reported under Government Auditing Standards.

This report is intended solely for the information and use of the governor and Legislature of the
State of California, the management of the executive branch, and the federal awarding agencies and
pass-through entities and is not intended to be and should not be used by anyone other than these
specified parties.

BUREAU OF STATE AUDITS

PHILIP J. JELICICH, CPA
Deputy State Auditor

February 25, 2009
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Independent Auditor’s Report on Compliance With Requirements Applicable
to Each Major Program and on Internal Control Over Compliance in Accordance
With OMB Circular A-133

The Governor and the Legislature of the State of California

Compliance

We have audited the compliance of the State of California with the types of compliance
requirements described in the U.S. Office of Management and Budget (OMB) Circular A-133
Compliance Supplement that are applicable to each of its major federal programs for the

year ended June 30, 2008. The State of California’s major federal programs are identified in

the summary of the auditor’s results section of the accompanying schedule of findings and
questioned costs. Compliance with the requirements of laws, regulations, contracts, and

grants applicable to each of its major federal programs is the responsibility of the State of
California’s management. Our responsibility is to express an opinion on the State of California’s
compliance based on our audit. We did not audit the State of California’s compliance with the
requirements of the U.S. Environmental Protection Agency’s Capitalization Grants for Clean
Water State Revolving Funds (CFDA Number 66.458). This program, which accounts for less
than 1 percent of the total of federal assistance received by the State of California, is included
in the accompanying schedule of federal assistance. Other auditors have audited the State of
California’s compliance with this program’s requirements and their report thereon has been
furnished to us. Our opinion, insofar as it relates to this program, is based solely on the report of
the other auditors.

The State of California’s basic financial statements include the operations of the University

of California and the California State University systems, as well as the California Housing
Finance Agency, a component unit of the State. However, these entities are not included in the
accompanying schedule of findings and questioned costs or schedule of federal assistance for

the year ended June 30, 2008. The University of California and the California State University
systems, and the California Housing Finance Agency, which reported expenditures of federal
awards totaling $3.3 billion, $1.5 billion, and $75.6 million, respectively, engaged other auditors to
perform an audit in accordance with OMB Circular A-133, Audits of States, Local Governments,
and Non-Profit Organizations (OMB Circular A-133).

Except as discussed in the following paragraph on the next page, we conducted our audit of
compliance in accordance with auditing standards generally accepted in the United States

of America; the standards applicable to financial audits contained in Government Auditing
Standards, issued by the Comptroller General of the United States; and OMB Circular A-133.
Those standards and OMB Circular A-133 require that we plan and perform the audit to obtain
reasonable assurance about whether noncompliance with the types of compliance requirements
referred to above that could have a direct and material effect on a major federal program
occurred. An audit includes examining, on a test basis, evidence about the State of California’s
compliance with those requirements and performing such other procedures as we considered
necessary in the circumstances. We believe that our audit and the reports of the other auditors
provide a reasonable basis for our opinion. Our audit does not provide a legal determination of
the State of California’s compliance with those requirements.



California State Auditor Report 2008-002
May 2009

We were unable to obtain sufficient documentation supporting the State of California’s compliance
with the requirements described in Table 1, nor were we able to satisfy ourselves as to the State of
California’s compliance with those requirements by other auditing procedures.

Table 1
CATALOG OF
FEDERAL DOMESTIC
FEDERAL PROGRAM ASSISTANCE NUMBER COMPLIANCE REQUIREMENT(S)
Community Development Block Grants/State’s Program 14.228 Earmarking (Public Services)
Special Education—Grants for Infants and Families with Disabilities 84.181 Activities allowed/allowable costs and
level of effort—maintenance of effort
Help America Vote Act Requirements Payments 90.401 Level of effort—maintenance of effort
Aging Cluster: Special Programs for the Aging—Title Ill, Part B—Grants for 93.044 Eligibility and matching, level of
Supportive Services and Senior Centers, Special Programs for the Aging—Title I, 93.045 effort—and earmarking
Part C—Nutrition Services, and Nutrition Services Incentive Program 93.053
Temporary Assistance for Needy Families 93.558 Activities allowed/allowable costs
Child Support Enforcement 93.563 Eligibility
Foster Care—Title IV-E 93.658 Activities allowed, allowable costs/cost
principles, and period of availability
Adoption Assistance 93.659 Activities allowed, allowable costs/cost
principles, and period of availability
Block Grants for Prevention and Treatment of Substance Abuse 93.959 Activities allowed/allowable costs

As described in Table 2 and in the accompanying schedule of findings and questioned costs, the State of
California did not comply with requirements that are applicable to the following programs:

Table 2
CATALOG
OF FEDERAL
DOMESTIC
FINDING ASSISTANCE
NUMBER FEDERAL DEPARTMENT PROGRAM NUMBER COMPLIANCE REQUIREMENT(S)
2008-1-4 Health and Medicaid Cluster: State Medicaid Fraud Control 93.775 Activities allowed
Human Services Units, Hurricane Katrina Relief, State Survey and 93.776
Certification of Health Care Providers and Suppliers, 93.777
Medical Assistance Program 93.778
2008-1-9 Defense National Guard Military Operations and Maintenance 12.401 Activities allowed/
(O&M) Projects allowable costs
2008-1-10 Education Safe and Drug-Free Schools and Communities— 84.186 Activities allowed/
State Grants allowable costs and
subrecipient monitoring
2008-1-14 Housing and Community Development Block Grants/ 14.228 Activities allowed/
Urban Development  State’s Program allowable costs and
subrecipient monitoring
2008-2-3 Health and Medicaid Cluster: State Medicaid Fraud Control 93.775 Allowable costs
Human Services Units, Hurricane Katrina Relief, State Survey and 93.776
Certification of Health Care Providers and Suppliers, 93.777
Medical Assistance Program 93.778
2008-2-5 Health and Medical Assistance Program 93.778 Allowable costs and
Human Services cost principles
2008-3-2 Agriculture Special Supplemental Nutrition Program for Women, 10.557 Cash management
Infants, and Children (WIC)
2008-3-3 Education Adult Education—Basic Grants for States, Title | 84.002 Cash management
Grants to Local Educational Agencies, Safe and 84.010
Drug-Free Schools and Communities—State Grants, 84.186
Twenty-First Century Community Learning Centers, 84.287
English Language Acquisition Grants, Improving 84.365

Teacher Quality State Grants 84.367
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CATALOG
OF FEDERAL
DOMESTIC
FINDING ASSISTANCE
NUMBER FEDERAL DEPARTMENT PROGRAM NUMBER COMPLIANCE REQUIREMENT(S)
2008-3-9 Homeland Security Disaster Grants—Public Assistance (Presidentially 97.036 Cash management
Declared Disasters), Homeland Security 97.067
Grant Program
2008-3-10 Health and Child Support Enforcement 93.563 Cash management
Human Services
2008-5-3 Health and HIV Care Formula Grants 93.917 Eligibility
Human Services
2008-5-4 Health and Medicaid Cluster: State Medicaid Fraud Control 93.775 Eligibility
Human Services Units, Hurricane Katrina Relief, State Survey and 93.776
Certification of Health Care Providers and Suppliers, 93.777
Medical Assistance Program 93.778
2008-7-4 Education Adult Education—Basic Grants to States 84.002 Matching and level of
effort—maintenance
of effort
2008-7-10 The Corporation AmeriCorps 94.006 Matching
for National and
Community Service
2008-7-15 Housing and Community Development Block Grants/ 14.228 Earmarking
Urban Development  State’s Program
2008-8-4 Health and Child Care Development Fund Cluster: Child Care and 93.575 Period of availability
Human Services Development Block Grant, Child Care Mandatory 93.596
and Matching Funds of the Child Care and
Development Fund
2008-8-8 Education Safe and Drug-Free Schools and Communities— 84.186 Period of availability
State Grants
2008-8-9 Health and Block Grants for Prevention and Treatment of 93.959 Period of availability
Human Services Substance Abuse
2008-8-11 Health and Block Grants for Community Mental Health Services 93.958 Period of availability
Human Services
2008-9-2 Health and Block Grants for Community Mental Health Services 93.958 Procurement, suspension
Human Services and debarment
2008-9-3 Health and Promoting Safe and Stable Families, Refugee and 93.556 Procurement, suspension
Human Services Entrant Assistance—State Administered Programs 93.566 and debarment
2008-9-4 Health and Promoting Safe and Stable Families, Temporary 93.556 Procurement, suspension
Human Services Assistance for Needy Families, Refugee and Entrant 93.558 and debarment
Assistance—State Administered Programs, Child 93.566
Welfare Services—State Grants, Foster Care—Title 93.645
IV-E, Adoption Assistance 93.658
93.659
2008-9-5 Housing and Community Development Block Grants/ 14.228 Suspension and debarment
Urban Development  State’s Program
2008-12-1 Election Assistance Help America Vote Act Requirement Payments 90.401 Reporting
Commission
2008-12-3 Education Title | Grants to Local Educational Agencies, English 84.010 Reporting
Language Acquisition Grants 84.365
2008-13-12  Health and Medicaid Cluster: State Medicaid Fraud Control 93.775 Subrecipient monitoring
and Human Services Units, Hurricane Katrina Relief, State Survey and 93.776
2008-13-13 Certification of Health Care Providers and Suppliers, 93.777
Medical Assistance Program 93.778
2008-13-20  Health and Child Support Enforcement 93.563 Subrecipient monitoring
Human Services
2008-13-21  Education Safe and Drug-Free Schools and Communities— 84.186 Subrecipient monitoring
State Grants
2008-13-22  Health and Block Grants for Prevention and Treatment of 93.959 Subrecipient monitoring
Human Services Substance Abuse
2008-13-23  Health and Block Grants for Community Mental Health Services 93.958 Subrecipient monitoring

Human Services

continued on next page .. .
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CATALOG
OF FEDERAL
DOMESTIC
FINDING ASSISTANCE
NUMBER FEDERAL DEPARTMENT PROGRAM NUMBER COMPLIANCE REQUIREMENT(S)
2008-13-25  Health and Promoting Safe and Stable Families 93.556 Subrecipient monitoring
Human Services
2008-13-28  Health and Temporary Assistance for Needy Families, Foster 93.558 Subrecipient monitoring
Human Services Care—Title IV-E, Adoption Assistance 93.658
93.659
2008-13-29  Health and Adoption Assistance 93.659 Subrecipient monitoring
Human Services
2008-13-31  Housing and Community Development Block Grants/State’s 14.228 Subrecipient monitoring
Urban Development ~ Program, HOME Investment Partnerships Program 14.239
2008-14-5 Health and Medicaid Cluster: State Medicaid Fraud Control 93.775 Special tests and
Human Services Units, Hurricane Katrina Relief, State Survey and 93.776 provisions—provider
Certification of Health Care Providers and Suppliers, 93.777 eligibility
Medical Assistance Program 93.778
2008-14-8 Education Special Education—Grants for Infants and Families 84.181 Special tests and provisions
with Disabilities
2008-14-9 Health and Child Support Enforcement 93.563 Special tests and provisions
Human Services
2008-14-10  Health and Block Grants for Community Mental Health Services 93.958 Special tests and provisions
Human Services
2008-14-11  Health and Adoption Assistance 93.659 Special tests and provisions

Human Services

Compliance with such requirements is necessary, in our opinion, for the State of California to comply
with the requirements applicable to those programs.

In our opinion, except for the effects of such noncompliance, if any, as might have been determined
had we been able to examine sufficient evidence regarding the State of California’s compliance with the
requirements described in Table 1 and except for the remaining noncompliance described in Table 2,
the State of California complied, in all material respects, with the requirements referred to above that
are applicable to each of its major federal programs for the year ended June 30, 2008. However, the
results of our auditing procedures disclosed instances of noncompliance with those requirements,
which are required to be reported in accordance with OMB Circular A-133 and which are described in
the accompanying schedule of findings and questioned costs as items:

2008-1-3, 2008-1-5, 2008-1-8, 2008-2-1, 2008-2-2, 2008-2-6, 2008-2-7, 2008-2-8, 2008-2-9, 2008-2-11,
2008-3-4, 2008-3-6, 2008-3-8, 2008-3-11, 2008-3-12, 2008-5-5, 2008-5-6, 2008-5-7, 2008-7-9, 2008-8-2,
2008-8-5, 2008-8-7, 2008-8-10, 2008-9-1, 2008-12-2, 2008-12-5, 2008-12-7, 2008-12-8, 2008-12-9,
2008-12-10, 2008-12-11, 2008-12-12, 2008-12-13, 2008-12-14, 2008-12-16, 2008-12-18, 2008-13-1,
2008-13-2, 2008-13-3, 2008-13-4, 2008-13-5, 2008-13-6, 2008-13-7, 2008-13-8, 2008-13-10, 2008-13-11,
2008-13-14, 2008-13-15, 2008-13-16, 2008-13-18, 2008-13-19, 2008-13-26, 2008-13-27, 2008-13-32,
2008-14-1, 2008-14-2, and 2008-14-4.

Internal Control Over Compliance

The management of the State of California is responsible for establishing and maintaining effective
internal control over compliance with requirements of laws, regulations, contracts, and grants
applicable to federal programs. In planning and performing our audit, we considered the State of
California’s internal control over compliance with requirements that could have a direct and material
effect on a major federal program in order to determine our auditing procedures for the purpose

of expressing our opinion on compliance, but not for the purpose of expressing an opinion on the
effectiveness of internal control over compliance. Accordingly, we do not express an opinion on

the effectiveness of the State of California’s internal control over compliance.
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Our consideration of internal control over compliance was for the limited purpose described in the
preceding paragraph and would not necessarily identify all deficiencies in the State of California’s
internal control that might be significant deficiencies or material weaknesses as defined below.
However, as discussed below, we identified certain deficiencies in internal control over compliance that
we consider to be significant deficiencies and others that we consider to be material weaknesses.

A control deficiency in an entity’s internal control over compliance exists when the design or operation
of a control does not allow management or employees, in the normal course of performing their
assigned functions, to prevent or detect noncompliance with a type of compliance requirement of a
federal program on a timely basis. A significant deficiency is a control deficiency, or combination of
control deficiencies, that adversely affects the entity’s ability to administer a federal program such that
there is more than a remote likelihood that noncompliance with a type of compliance requirement of
a federal program that is more than inconsequential will not be prevented or detected by the entity’s
internal control. We consider the deficiencies in internal control over compliance described in the
accompanying schedule of findings and questioned costs as items 2008-1-1, 2008-1-2, 2008-1-3,
2008-1-4, 2008-1-5, 2008-1-6, 2008-1-7, 2008-1-8, 2008-1-9, 2008-1-10, 2008-1-11, 2008-1-12,
2008-1-13, 2008-1-14, 2008-2-1, 2008-2-2, 2008-2-3, 2008-2-4, 2008-2-6, 2008-2-7, 2008-2-8, 2008-2-9,
2008-2-10, 2008-3-1, 2008-3-2, 2008-3-3, 2008-3-4, 2008-3-5, 2008-3-6, 2008-3-7, 2008-3-8, 2008-3-9,
2008-3-10, 2008-3-12, 2008-3-13, 2008-5-2, 2008-5-3, 2008-5-4, 2008-5-5, 2008-5-6, 2008-5-7,
2008-7-1, 2008-7-2, 2008-7-3, 2008-7-4, 2008-7-5, 2008-7-6, 2008-7-7, 2008-7-8, 2008-7-9, 2008-7-10,
2008-7-11, 2008-7-12, 2008-7-13, 2008-7-14, 2008-7-16, 2008-7-17, 2008-8-1, 2008-8-2, 2008-8-3,
2008-8-4, 2008-8-5, 2008-8-8, 2008-8-10, 2008-8-11, 2008-8-12, 2008-9-1, 2008-9-2, 2008-9-3,
2008-9-4, 2008-9-5, 2008-12-1, 2008-12-2, 2008-12-3, 2008-12-4, 2008-12-5, 2008-12-6, 2008-12-7,
2008-12-8, 2008-12-9, 2008-12-10, 2008-12-11, 2008-12-12, 2008-12-13, 2008-12-15, 2008-12-18,
2008-12-19, 2008-12-20, 2008-13-2, 2008-13-3, 2008-13-4, 2008-13-5, 2008-13-6, 2008-13-7, 2008-13-8,
2008-13-9, 2008-13-10, 2008-13-11, 2008-13-12, 2008-13-13, 2008-13-14, 2008-13-15, 2008-13-16,
2008-13-17, 2008-13-19, 2008-13-20, 2008-13-22, 2008-13-23, 2008-13-25, 2008-13-26, 2008-13-27,
2008-13-28, 2008-13-29, 2008-13-30, 2008-13-31, 2008-14-1, 2008-14-2, 2008-14-3, 2008-14-4,
2008-14-5, 2008-14-6, 2008-14-7, 2008-14-8, 2008-14-9, 2008-14-10, and 2008-14-11 to be significant
deficiencies.

A material weakness is a significant deficiency or combination of significant deficiencies, that results in
more than a remote likelihood that material noncompliance with a type of compliance requirement of
a federal program will not be prevented or detected by the entity’s internal control. Of the significant
deficiencies in internal control over compliance described in the accompanying schedule of findings
and questioned costs, we consider items 2008-1-4, 2008-1-5, 2008-1-6, 2008-1-7, 2008-1-9, 2008-1-10,
2008-1-11, 2008-1-12, 2008-1-13, 2008-1-14, 2008-2-3, 2008-2-4, 2008-2-9, 2008-2-10, 2008-3-2,
2008-3-3, 2008-3-9, 2008-3-10, 2008-3-13, 2008-5-3, 2008-5-4, 2008-5-6, 2008-7-1, 2008-7-2, 2008-7-3,
2008-7-4, 2008-7-10, 2008-7-11, 2008-7-13, 2008-7-14, 2008-7-16, 2008-8-1, 2008-8-3, 2008-8-4,
2008-8-8, 2008-8-11, 2008-8-12, 2008-9-1, 2008-9-2, 2008-9-3, 2008-9-4, 2008-12-1, 2008-12-2,
2008-12-3, 2008-12-15, 2008-13-12, 2008-13-13, 2008-13-16, 2008-13-17, 2008-13-20, 2008-13-22,
2008-13-23, 2008-13-25, 2008-13-27, 2008-13-28, 2008-13-29, 2008-14-1, 2008-14-5, 2008-14-7,
2008-14-8, 2008-14-9, 2008-14-10, and 2008-14-11 to be material weaknesses.

The State of California’s response to the findings identified in our audit are described in the
accompanying schedule of findings and questioned costs. We did not audit the State of California’s
response and, accordingly, we express no opinion on it.

Schedule of Federal Assistance

We have audited the financial statements of the governmental activities, the business-type activities,
the aggregate discretely presented component units, each major fund, and the aggregate remaining
fund information of the State of California, as of and for the year ended June 30, 2008, and have issued
our report thereon dated February 25, 2009. We did not audit the following significant amounts in the
financial statements of:

11
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Government-wide Financial Statements

« Certain enterprise funds that, in the aggregate, represent 86 percent, 53 percent, and 56 percent,
respectively, of the assets, net assets and revenues of the business-type activities.

+ The University of California, State Compensation Insurance Fund, California Housing Finance
Agency, Public Employees’ Benefits, and certain other funds that, in the aggregate, represent over
99 percent of the assets, net assets and revenues of the discretely presented component units.

Fund Financial Statements

+ The following major enterprise funds: Electric Power fund, Water Resources fund, Public Building
Construction fund, and State Lottery fund.

« Certain nonmajor enterprise funds that represent 90 percent, 81 percent, and 88 percent,
respectively, of the assets, net assets and revenues of the nonmajor enterprise funds.

+ The funds of the Public Employees’ Retirement System and the State Teachers’ Retirement System
that, in the aggregate, represent 91 percent, 93 percent, and 12 percent, respectively, of the assets, net
assets and additions of the fiduciary funds and similar component units.

+ The discretely presented component units noted above.

Those financial statements were audited by other auditors whose reports have been furnished to us, and
our opinions, insofar as they relate to the amounts included for those funds and entities, is based on the
reports of the other auditors. We conducted our audit in accordance with auditing standards generally
accepted in the United States of America and the standards applicable to financial audits contained in
Government Auditing Standards, issued by the Comptroller General of the United States.

Our audit was performed for the purpose of forming our opinions on the financial statements that
collectively comprise the State of California’s basic financial statements. The accompanying schedule of
federal assistance is presented for purposes of additional analysis as required by OMB Circular A-133
and is not a required part of the basic financial statements. OMB Circular A-133 requires the schedule
of federal assistance to present total expenditures for each federal assistance program. However,
although the State’s automated accounting system separately identifies receipts for each federal
assistance program, it does not separately identify expenditures for each program. As a result, the State
presents the schedule of federal assistance on a cash receipts basis. In addition, the schedule of federal
assistance does not include expenditures of federal awards received by the University of California and
the California State University systems, or the California Housing Finance Agency. These expenditures
are audited by other independent auditors in accordance with OMB Circular A-133. The information
in the accompanying schedule has been subjected to the auditing procedures applied in the audit of the
basic financial statements and, in our opinion, is fairly stated, in all material respects, in relation to

the basic financial statements taken as a whole.

This report is intended solely for the information and use of the governor and Legislature of the
State of California, the management of the executive branch, and the federal awarding agencies and
pass-through entities and is not intended to be and should not be used by anyone other than these
specified parties.

BUREAU OF STATE AUDITS

PHILIP J. JELICICH, CPA
Deputy State Auditor

February 25, 2009
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STATE OF CALIFORNIA
SCHEDULE OF FINDINGS AND QUESTIONED COSTS FORTHE
FISCAL YEAR ENDED JUNE 30, 2008
Summary of Auditor’s Results
Financial Statements
Type of auditor’s report issued Unqualified

Internal control over financial reporting:
Material weakness(es) identified? No

Significant deficiency(ies) identified that are not considered to be

material weaknesses? Yes
Noncompliance material to financial statements noted? No
Federal Awards

Internal control over major programs:
Material weaknesses identified? Yes

Significant deficiency(ies) identified that are not considered to be
material weaknesses? Yes

Type of auditor’s reports issued on compliance for major programs:

Special Supplemental Nutrition Program for Women, Infants, and

Children (10.557) Qualified
National Guard Military Operations and Maintenance (O&M)

Projects (12.401) Qualified
Community Development Block Grants/State’s Program (14.228) Qualified
HOME Investments Partnerships Program (14.239) Qualified
Adult Education—Basic Grants to States (84.002) Qualified
Title I Grants to Local Educational Agencies (84.010) Qualified
Safe and Drug-Free Schools and Communities—State Grants (84.186) Qualified
Twenty-First Century Community Learning Centers (84.287) Qualified
English Language Acquisition Grants (84.365) Qualified
Improving Teacher Quality State Grants (84.367) Qualified
Temporary Assistance for Needy Families (93.558) Qualified

continued on next page. ..
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Child Support Enforcement (93.563) Qualified

Child Care Development Fund Cluster: Child Care and Development
Block Grant, Child Care Mandatory and Matching Funds of the Child Care

and Development Fund (93.575 and 93.596) Qualified
Foster Care—Title IV-E (93.658) Qualified
Adoption Assistance (93.659) Qualified

Medicaid Cluster: State Medicaid Fraud Control units, Hurricane Katrina
Relief, State Survey and Certification of Health Care Providers and Suppliers,
Medical Assistance Program (93.775, 93.776, 93.777, and 93.778) Qualified

HIV Care Formula Grants (93.917) Qualified

Disaster Grants—Public Assistance (Presidentially Declared Disasters) (97.036)  Qualified

Homeland Security Grant Program (97.067) Qualified
Block Grants for Prevention and Treatment of Substance Abuse (93.959) Qualified
All other major programs Unqualified

Any audit findings disclosed that are required to be reported in accordance
with Section .510(a) of OMB Circular A-133? Yes

Dollar threshold used to distinguish between Type A and Type B programs $79.6 million

Auditee qualified as low-risk auditee? No
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Identification of Major Programs:

CFDA Number

10.557
10.558

12.401
14.228
14.239
16.606
64.114
66.458
84.002
84.010
84.011
84.032
84.048
84.181
84.186
84.287
84.357
84.365
84.367
93.283

93.558
93.563
93.568
93.658
93.659
93.767
93.889
93.917
93.959
97.036
97.046

Name of Federal Program or Cluster of Programs

Aging Cluster

Child Care Development Fund Cluster
Child Nutrition Cluster

Employment Services Cluster
Homeland Security Cluster

Medicaid Cluster

Special Education Cluster

WIA Cluster

Special Supplemental Nutrition Program for Women, Infants, and Children
Child and Adult Care Food Program

National Guard Military Operations and Maintenance (O&M) Projects
Community Development Block Grants/State’s Program

HOME Investments Partnerships Program

State Criminal Alien Assistance Program

Veterans Housing—Guaranteed and Insured Loans

Capitalization Grants for Clean Water State Revolving Funds

Adult Education—Basic Grants to States

Title I Grants to Local Educational Agencies

Migrant Education—State Grant Program

Federal Family Education Loans—Guaranty Agencies

Career and Technical Education—Basic Grants to States

Special Education—Grants for Infants and Families with Disabilities
Safe and Drug-Free Schools and Communities—State Grants
Twenty-First Century Community Learning Centers

Reading First State Grants

English Language Acquisition Grants

Improving Teacher Quality State Grants

Centers for Disease Control and Prevention—Investigations and
Technical Assistance

Temporary Assistance for Needy Families

Child Support Enforcement

Low-Income Home Energy Assistance

Foster Care—Title IV-E

Adoption Assistance

State Children’s Insurance Program

National Bioterrorism Hospital Preparedness Program

HIV Care Formula Grants

Block Grants for Prevention and Treatment of Substance Abuse
Disaster Grants—Public Assistance (Presidentially Declared Disasters)
Fire Management Assistance Grant

17
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CALIFORNIA EMERGENCY MANAGEMENT AGENCY

Reference Number: 2008-15-1

Condition

In preparing its adjustments for fiscal year 200708, the California Emergency Management Agency
(Emergency Management), formerly the Office of Emergency Services, overstated its liabilities and
expenditures by $352 million for the Federal Trust Fund. On a budgetary/legal basis, local assistance
contracts or grants are recorded as encumbrances when the grant commitment or contract is executed.
However, in accordance with the accounting principles generally accepted in the United States of
America, these commitments are not reported as encumbrances because the future expenditures
related to them are either reimbursed or funded from other sources, or the State will not own the
resulting asset. The overstatement errors were caused by Emergency Management’s recording
commitments as liabilities.

When departments make errors in their generally accepted accounting principles (GAAP) adjustments,
the State Controller’s Office (SCO) will not have accurate data when preparing the State’s GAAP-based
financial statements that it includes in the Comprehensive Annual Financial Report.

Criteria

Under California Government Code, sections 12460 and 12461, the SCO is required to issue a report
prepared strictly in accordance with GAAP. To assist it in this responsibility, the SCO annually requests
departments to provide adjustments to conform their financial statements to GAAP. Further, the SCO
provides instructions to help departments prepare their GAAP adjustments.

Recommendation

Emergency Management should make improvements to its financial reporting process to ensure
that it prepares and submits accurate GAAP adjustments to the SCO. In particular, Emergency
Management should properly distinguish between commitments and encumbrances in preparing its
GAAP adjustments.

Department’s View and Corrective Action Plan

Emergency Management concurs with our finding and submitted the GAAP adjustments for the
Federal Trust Fund upon learning of the error. In addition, Emergency Management indicated it would
submit required adjustments related to commitments in the future.

DEPARTMENT OF PARKS AND RECREATION

Reference Number: 2008-15-2

Condition

For the fiscal year ended June 30, 2004, we reported that the Department of Parks and Recreation
(Parks and Recreation) continued to have inadequate procedures to account for and report its real
property. Specifically, its acquisition unit had not reported $3.4 million in ancillary costs for the

real property acquired between July 2001 and June 2002, and it did not report ancillary costs to

the Department of General Services (General Services) in a format that allows input into the Statewide
Property Inventory system. In addition, Parks and Recreation did not reconcile the amounts reported
in the Statewide Property Inventory with its records. In December 2004, in an attempt to reconcile the
two sources, Parks and Recreation acknowledged an unexplained difference of $167 million between its
and General Service’s Statewide Property Inventory account balances for land. In its corrective action
plan, Parks and Recreation had stated that it would work with General Services to develop a process
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to include ancillary costs in the Statewide Property Inventory and that it had initiated a process to
reconcile the amounts reported in the Statewide Property Inventory with its Statement of Changes in
General Fixed Assets.

In November 2007 we followed up with Parks and Recreation to determine whether it reports ancillary
costs to General Services for inclusion in the Statewide Property Inventory. Parks and Recreation
informed us that it had reported all ancillary costs of real property to General Services in a format

that allows input into the Statewide Property Inventory, and as a result, its records agree with that

of General Services. In November 2008 Parks and Recreation informed us that it had not fully
implemented our prior year’s recommendation to reconcile the amounts reported in the Statewide
Property Inventory with its Statement of Changes in General Fixed Assets and that the difference
between the two sources was $33.2 million. Because Parks and Recreation has not fully implemented
our recommendation to reconcile the amounts reported, we did not review its progress in reporting
ancillary costs.

Unless Parks and Recreation reports complete and accurate ancillary cost information to General
Services and periodically reconciles its Statement of Changes in General Fixed Assets with the
Statewide Property Inventory, the State’s financial statements may be misstated, and the Statewide
Property Inventory may be incomplete and inaccurate.

Criteria

The State Administrative Manual, Section 8611, requires that all costs related to purchasing land be
included in the capitalized amount. This includes ancillary costs such as legal and title fees, title search
costs, and costs of grading, surveying, draining, or other related items.

The California Government Code, Section 11011.15, requires departments to furnish General Services
with a record of each parcel of real property that it possesses and to update its real property holdings
by July 1 each year. It also requires General Services to maintain a complete and accurate inventory of
all real property held by the State. General Services includes Parks and Recreation’s information in the
Statewide Property Inventory.

The State Administrative Manual, Section 7924, requires agencies to annually reconcile the amounts
reported in the Statewide Property Inventory with the Statement of Changes in General Fixed Assets.

The State Administrative Manual, sections 7463, 7977, and 8660, requires agencies to report to the
State Controller’s Office (SCO) in a Statement of Changes in General Fixed Assets all additions and
deductions to real property funded by governmental funds. The SCO includes this information in the
State’s financial statements.

Recommendation

Parks and Recreation should reconcile the amounts reported in the Statewide Property Inventory with
its Statement of Changes in General Fixed Assets.

Department’s View and Corrective Action Plan

Parks and Recreation concurs with our findings but indicates that additional time is necessary for full
implementation of the recommendation.
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DEPARTMENT OF MENTAL HEALTH

Reference Number: 2008-15-3

Condition

In preparing its adjustments for fiscal year 2007—-08, the Department of Mental Health (Mental Health)
overstated its encumbrance reserve amount by $581 million for the Mental Health Services Fund. On

a budgetary/legal basis, local assistance contracts or grants are recorded as encumbrances when the
contract or grant is executed. However, in accordance with the accounting principles generally accepted
in the United States of America, these commitments are not reported as encumbrances because the
future expenditures related to them are either reimbursed or funded from other sources, or the State
will not own the resulting asset. The overstatement error was caused by Mental Health not submitting
a generally accepted accounting principles (GAAP) adjustment to reduce the encumbrance reserve
and reclassify its local assistance obligation as a commitment. When departments make errors in their
GAAP adjustments, the State Controller’s Office (SCO) will not have accurate data when preparing

the State’s GAAP-based financial statements that it includes in the Comprehensive Annual Financial
Report.

Criteria

Under California Government Code, sections 12460 and 12461, the SCO is required to issue a report
prepared strictly in accordance with GAAP. To assist it in this responsibility, the SCO annually requests
departments to provide adjustments to conform their financial statements to GAAP. Further, the SCO
provides instructions to help departments prepare their GAAP adjustments.

Recommendation

Mental Health should make improvements to its financial reporting process to ensure that it prepares
and submits accurate GAAP adjustments to the SCO. In particular, Mental Health should properly
distinguish between commitments and encumbrances in preparing its GAAP adjustments.

Department’s View and Corrective Action Plan

Mental Health concurs with our finding and indicates that it will incorporate this GAAP adjustment
to reclassify encumbrance balances related to commitments as a part of its annual financial
reporting process.

DEPARTMENT OF HOUSING AND COMMUNITY DEVELOPMENT

Reference Number: 2008-15-4

Condition

In preparing its adjustments for fiscal year 2007-08, the Department of Housing and Community
Development (Housing) overstated its encumbrance reserve amount by $50 million for the Building
Equity and Growth in Neighborhoods Fund and $400 million for the Regional Planning, Housing, and
Infill Incentive Account, Housing and Emergency Shelter Trust Fund of 2006. On a budgetary/legal
basis, local assistance contracts or grants are recorded as encumbrances when the contract or

grant is executed. However, in accordance with the accounting principles generally accepted in the
United States of America, these commitments are not reported as encumbrances because the future
expenditures related to them are either reimbursed or funded from other sources, or the State will not
own the resulting asset. The overstatement errors were caused by Housing not submitting its generally
accepted accounting principles (GAAP) adjustments to reduce the encumbrance reserves and reclassify
its local assistance obligations as commitments.
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When departments make errors in their GAAP adjustments, the State Controller’s Office (SCO) will
not have accurate data when preparing the State’s GAAP-based financial statements that it includes in
the Comprehensive Annual Financial Report.

Criteria

Under California Government Code, sections 12460 and 12461, the SCO is required to issue a report
prepared strictly in accordance with GAAP. To assist it in this responsibility, the SCO annually requests
departments to provide adjustments to conform their financial statements to GAAP. Further, the SCO
provides instructions to help departments prepare their GAAP adjustments.

Recommendation

Housing should make improvements to its financial reporting process to ensure that it prepares and
submits accurate GAAP adjustments to the SCO. In particular, Housing should properly distinguish
between commitments and encumbrances in preparing its GAAP adjustments.

Department’s View and Corrective Action Plan

Housing plans to further research our recommendation to ensure it abides by the California
Government Code and if appropriate, apply adjusting entries consistently in subsequent fiscal years.
If appropriate, Housing will incorporate its analysis and the recommendations of the Bureau of State
Audits into its annual financial reporting process.

CALIFORNIA DEPARTMENT OF TRANSPORTATION

Reference Number: 2008-15-5

Condition

In preparing its financial reports for fiscal year 200708, the Department of Transportation (Caltrans)
overstated its reserve for encumbrances and commitments by a total of $192 million by understating
various liability accounts and related expenditures. Funds affected by this misstatement are the State
Highway Account, Bicycle Transportation Account, Public Transportation Account, Traffic Congestion
Relief Fund, Transportation Investment Fund, and the Transportation Deferred Investment Fund. In
accordance with the accounting principles generally accepted in the United States of America, a reserve
for encumbrance derives from an executed agreement with unperformed services or undelivered goods.
A commitment arises out of an agreement to provide funding to a local government for expenditure.
For any goods or services received by year-end that remain unpaid, or funding for a local government
that is due, Caltrans must prepare an accrual to report these costs as a liability and reflect the related
expenditure. This error occurred because Caltrans excluded liabilities totaling $192 million when
preparing its accruals, and instead recorded these liabilities as encumbrances and commitments.

Criteria

Under California Government Code, sections 12460 and 12461, the State Controller’s Office (SCO)

is required to issue a report prepared strictly in accordance with generally accepted accounting
principles (GAAP). To assist it in this responsibility, the SCO annually requests departments to provide
adjustments to conform their financial statements to GAAP. Further, the SCO provides instructions to
help departments prepare their GAAP adjustments.

Recommendation

Caltrans should make improvements to its financial reporting process to ensure it accurately reports
reserve for encumbrances, commitments, and various liability accounts and related expenditures.
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Department’s View and Corrective Action Plan

Caltrans concurred that it overstated reserve for encumbrances and commitments by a total of

$192 million by understating various liability accounts and related expenditures. Caltrans stated its
accruals reflected the cost of goods or services received by year-end for which an invoice had been
given prior to a cut-off date necessary to meet the State’s financial reporting deadlines. The $192 million
in liabilities and related expenditures reflected the cost of goods or services received for which Caltrans
had not been given an invoice before the cut-off date. In the future, Caltrans agreed to accrue an
estimate for such obligations based on historical data. However, Caltrans stated that due to significant
fluctuations in funding levels, it could not provide assurance that the estimate prepared at the time of
reporting deadlines would reasonably approximate the actual data available several months later.

CALIFORNIA DEPARTMENT OF TRANSPORTATION

Reference Number: 2008-15-6

Condition

In preparing its adjustments for fiscal year 2007—08, the Department of Transportation (Caltrans)
overstated its reserve for encumbrances by $617 million for the Public Transportation Account. On

a budgetary/legal basis, local assistance contracts or grants are recorded as encumbrances when the
underlying agreement is executed. However, in accordance with the accounting principles generally
accepted in the United States of America, these commitments are not reported as encumbrances
because the future expenditures are either reimbursed or funded from other sources, or the State

will not own the resulting asset. The error occurred because Caltrans did not submit a generally
accepted accounting principles (GAAP) adjustment to the State Controller’s Office (SCO) reclassifying
$617 million in encumbrance reserves to commitments.

When departments do not prepare necessary GAAP adjustments, the SCO does not have the data it
needs to accurately prepare the State’s GAAP-basis financial statements included in the Comprehensive
Annual Financial Report.

Criteria

Under California Government Code, sections 12460 and 12461, the SCO is required to issue a report
prepared strictly in accordance with GAAP. To assist it in this responsibility, the SCO annually requests
departments to provide adjustments to conform their financial statements to GAAP. Further, the SCO
provides instructions to help departments prepare their GAAP adjustments.

Recommendation

Caltrans should make improvements to its financial reporting process to ensure that it prepares and
submits accurate GAAP adjustments to the SCO. In particular, Caltrans should properly distinguish
between commitments and encumbrances in preparing its GAAP adjustments.

Department’s View and Corrective Action Plan

Caltrans concurred with our finding and submitted a GAAP entry to the SCO to reclassify $617 million
from reserve for encumbrances to commitments.
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FRANCHISE TAX BOARD

Reference Number: 2008-15-7

Condition

The Franchise Tax Board (FTB) overstated its fiscal year 2007—08 revenue accruals for corporation
taxes by a combined $808 million. Chapter 751, Statutes of 2008, required a change in the calculation
of tax revenue accruals, and Chapter 1 of the First Extraordinary Session, Statutes of 2008, directed

the Department of Finance (Finance) to provide guidance to the FTB on the implementation of this
change. Finance subsequently provided the FTB with instructions for executing this change on a
budgetary/legal basis, but directed it to only partially implement the changes in fiscal year 2007-08 and
to fully implement these changes in fiscal year 2008—09. The FTB subsequently estimated this change
would amount to a $305 million increase to its corporation tax revenue accruals for fiscal year 2007-08.
Under accounting principles generally accepted in the United States of America an estimate can be a
valid basis for calculating an accrual, but there must be a reasonable basis for the estimate. However,
neither Finance nor the FTB was able to provide adequate support for the methodology the FTB

used to estimate these additional revenues, nor could they provide a valid reason for only partially
implementing this change in fiscal year 2007—-08. Although the $305 million increase to the FTB's
corporation tax revenue accruals was appropriate on a budgetary/legal basis, the FTB should have
submitted a generally accepted accounting principles (GAAP) adjustment to the State Controller’s
Office (SCO) to reverse this accrual.

In addition, Chapter 1 of the First Extraordinary Session, Statutes of 2008, established a new penalty to
be assessed against any corporation that has an understatement of tax of $1 million or more in any open
tax year from January 1, 2003. However, this same law allows corporations to file amended tax returns
by May 31, 2009, to pay any additional self-assessed taxes and avoid the penalty. The FTB estimated

that corporations will self-assess and remit an additional $1.4 billion by this deadline and increased its
corporation tax revenue accruals by the same amount for fiscal year 2007—08. However, the FTB also
estimated that corporations would submit refund claims against the $1.4 billion they submitted. Thus,
because the FTB expects to net only $900 million from the $1.4 billion it estimates it will receive from
this new tax penalty in fiscal year 2007-08, it should have submitted a GAAP adjustment to the SCO to
reduce its revenue accruals by $503 million to account for future refunds.

When departments do not prepare necessary GAAP adjustments, the SCO does not have accurate data
when preparing the State’s GAAP-based financial statements included in the Comprehensive Annual
Financial Report. Subsequent to our review, the FTB 